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Not-for-Profit Organizations Industry
Developments—1996
Industry and Economic Developments
The United States is in a slow-growth economy. The effects of 
growth felt by the not-for-profit sector continue to lag behind those felt 
by the overall economy. Although consumer spending is expected to 
pick up, many individuals continue to have financial concerns and are 
skeptical about the efficiency of not-for-profit organizations, thereby 
reducing their levels of charitable giving. In addition, furloughs of fed­
eral workers have reduced giving by federal employees, a major source 
of private giving in many localities. Interest rates remained relatively 
unchanged, resulting in not-for-profit organizations receiving consis­
tent levels of return on their interest-earning investments. Significant 
increases in equity markets have resulted in higher returns on equity 
investments, resulting in many organizations earning significant re­
turns on their total investment portfolios. However, funding that not- 
for-profit organizations receive from private foundations has remained 
relatively stagnant. Also, reductions in funding from federal, state, and 
local governments have slowed dramatically for some organizations, 
with funds continuing to go to not-for-profit organizations that have 
maintained positive public images and are operationally effective and 
efficient. In particular, the National Endowment for the Arts has re­
duced its funding, affecting cultural organizations. Also, the shift to­
ward federal block grants to states has reduced the funding for some 
organizations. Exhibit 1 summarizes the changes in key economic fac­
tors from last year.
Exhibit 1
Economic Factor Change From Last Year
Private Contributions 
Interest Rates 
Equity Markets 
Funding from Foundations 
Government Funding
Slightly Decreased 
Steady
Significant Increases 
Steady
Decreased; significant decreases 
for some organizations
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The use of gifts, such as annuities, charitable remainder trusts and 
unit-trusts, pooled income funds, and lead trusts that provide donors 
with tax deductions while retaining beneficial interests in property, 
has increased. Not-for-profit organizations that receive those gifts 
are faced with the challenge of maintaining the investment assets at 
sufficient levels to support the required payments to donors and bene­
ficiaries. Also, generally accepted accounting principles (GAAP), par­
ticularly revenue recognition practices, concerning how those gifts 
should be accounted for are inconsistent, and auditors should consider 
whether organizations' accounting for those gifts are appropriate and 
consistently applied.
The media continue to focus attention on issues relating to not-for- 
profit organizations, including the following:
• Reasonableness of compensation
• Fringe benefits
• Perquisites afforded to the senior management personnel of some 
organizations
• The perception that expenditures for program services are a low 
portion of total expenditures
• Fraud
• Worthless investments and receivables
• The amounts of assets held by not-for-profit organizations
• The portion of revenue earned from fees for goods or services
The adverse publicity concerning such issues continues to make many 
donors less willing to continue contributing at the levels they main­
tained in the past. Furthermore, questions raised about the personal 
inurement of executives continue to threaten the tax-exempt status of 
the organizations they serve.
Changes in funding as well as increased scrutiny continue to exert 
pressure on not-for-profit organizations to maximize investment re­
turns and to present financial statements that make their operations 
appear as efficient as possible. Auditors should consider the effect that 
such pressures may have on audit risk, particularly those associated 
with areas such as (1) allocation of costs between program services and 
support services and (2) high-risk investments, such as derivatives.
Like many organizations, some not-for-profit organizations are restruc­
turing and reengineering their operations to become more efficient. 
Auditors should consider the effects of such restructuring and reengi­
neering on their consideration of internal controls, as well as consider­
ing whether such charges are reported in conformity with GAAP.
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Regulatory and Legislative Developments
Federal Issues
Lobbying. In addition to reductions in government funding granted 
to not-for-profit organizations, the federal government is focusing in­
creased attention on lobbying activities of not-for-profit organizations. 
Restrictions on lobbying activities could affect the ability of or manner 
in which certain organizations accomplish their missions. Recent Inter­
nal Revenue Service (IRS) regulations concerning lobbying are dis­
cussed on page 9 of this Audit Risk Alert.
Business-related activities. Some businesses believe that tax-exempt 
not-for-profit organizations have unfair competitive advantages over 
taxable entities and have asked the U.S. Congress to pass laws to elimi­
nate those perceived advantages. Such laws could adversely affect 
some not-for-profit organizations, although their passage does not ap­
pear imminent.
State and Local Issues
State and local laws concerning not-for-profit organizations continue 
to change. Some states have enacted or are revising existing laws con­
cerning registration or licensing requirements, reporting requirements, 
solicitation disclosure requirements, or limitations on fund-raising ex­
penses. Also, some states have increased efforts to have not-for-profit 
organizations pay property taxes, or make other payments in lieu of 
such taxes. The American Association of Fund-Raising Counsel, Inc. 
(AAFRC) publishes its Annual Survey o f State Laws Regulating Charitable 
Solicitations (available for $24). Copies of this publication can be ob­
tained by writing to the AAFRC, Suite 820, at 25 West 43d Street, New 
York, NY 10036, or by calling (212) 354-5799.
IRS Activities
Auditors should be aware of applicable tax laws and regulations and 
their potential impact on not-for-profit organizations and their finan­
cial statements. An organization's failure to maintain its tax-exempt 
status could have serious tax consequences and affect both its financial 
statements and related disclosures, and it could possibly require modi­
fication of the auditor's report. Failure to comply with tax laws and 
regulations could be an illegal act that may have either a direct and 
material effect on the determination of financial statement amounts 
(for example, the result of an incorrect accrual for taxes on unrelated 
business income) or a material indirect effect on the financial state-
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merits that would require disclosures (for example, the result of a po­
tential loss of tax-exempt status). Statement on Auditing Standards 
(SAS) No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 
1, AU sec. 317) discusses the nature and extent of the consideration the 
auditor should give to the possibility of illegal acts and provides guid­
ance on the auditor's responsibilities when a possible illegal act is de­
tected.
Coordinated audit program. The IRS Coordinated Examination Pro­
gram (CEP) now has 86 entities under review, including approxi­
mately 40 health care organizations, 18 colleges and universities, and 
28 miscellaneous exempt organizations including, media evangelists, 
and electric cooperatives. As a result of coordinated examination 
audits, some organizations have paid significant taxes, penalties, and 
interest in order to close out their examinations. Also, organizations 
that are not in compliance face the possibility of having their exempt 
status revoked.
During the course of the CEP audits, the IRS found extensive non 
compliance in the tax sheltered annuity area. Consequently, the IRS 
has developed an audit program specifically for the audit of 403(b) tax 
sheltered annuity plans. The IRS is currently in the process of training 
agents and has already selected a few organizations for 403(b) audits.
In conjunction with this program, the IRS also initiated a Tax Shel­
tered Annuity Voluntary Compliance (TVC) Program (Revenue Proce­
dure 95-24) that allows employers to voluntarily approach the IRS 
regarding certain eligible 403(b) program deficiencies and receive a 
significantly reduced assessment. The TVC program is scheduled to 
apply from May 1 , 1995, through October 31 , 1996. Penalty assessments 
under the program are generally less than 40 percent of the possible 
assessments.
Bond compliance program. The IRS is also undertaking a bond com­
pliance program. The program is designed to review bond issuances 
for compliance with the private use tests, arbitrage requirements, and 
other requirements related to bond issues. Because the IRS recently 
changed the division responsible for enforcement in this area, this in­
itiative has been developing slowly, though the number of audits un­
der way is steadily increasing.
Unrelated business income. The IRS is focusing particularly signifi­
cant attention on methods of allocating expenses incurred in connec­
tion with activities generating unrelated business income. For dual-use 
facilities or personnel, expenses such as salaries, depreciation and 
overhead must be allocated between exempt and nonexempt activities 
on a reasonable basis. The portion that approximately and primarily
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relates to the unrelated business activity is allowable as a deduction in 
computing unrelated business taxable income in the manner and to the 
extent permitted by sections 162 (business expenses) and 167 (depre­
ciation) of the Internal Revenue Code. In particular, the IRS has been 
considering the documentation supporting the allocation methods in 
evaluating the propriety of amounts allocated to unrelated business 
activities.
Lobbying. The IRS has issued final regulations that define “influenc­
ing legislation" and related terms in connection with its rules concerning 
allocation of costs for determining lobbying expenditures. "Influenc­
ing legislation" means an attempt to influence any legislation through 
a lobbying activity, and includes all related activities, such as research, 
preparation, planning, and coordination. A lobbying communication per­
tains to a specific legislation and reflects a view on that legislation, 
even if that view does not explicitly support or oppose the legislation.
Private foundations compliance program. The IRS is in the process of 
developing a private foundations compliance program. The IRS in­
tends to initiate a sample-based audit program rather than an issue- 
based program. The IRS is particularly concerned that some private 
foundations are abusing a series of disaster relief notices that gave pri­
vate foundations participating in various disaster relief efforts tempo­
rary exemptions from compliance with self-dealing rules.
Employment taxes related to student wages. The employment tax rules 
provide limited exclusions from the definitions of employment and 
wages, including exclusions for students. The IRS is challenging 
whether educational institutions are properly applying rules provid­
ing that students wages are exempt from FICA taxes. The applicability 
of the exclusion depends entirely on the nature of the employing or­
ganization and the status of the employee as a student enrolled and 
regularly attending classes. The IRS is focusing particularly significant 
attention on the status of summer students, because many of them 
continue to work for the institution but do not attend summer classes, 
or maintain a reduced class schedule. Organizations that are not with­
holding FICA taxes for their summer students may be liable for such 
employment taxes as well as assessed penalties and interest.
Revisions to the Single Audit Act
It appears that 1996 may be the year for the overhauling of single 
audit policy. In February 1996, legislation was introduced in the U.S. 
Senate to amend the Single Audit Act of 1984 (S.1579). A comparable 
bill has also been introduced in the U.S. House of Representatives 
(HR.3184). The proposed revisions would include not-for-profit or­
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ganizations in the scope of the act, raise the dollar threshold for single 
audit coverage to $300,000 from $25,000, implement a risk-based ap­
proach to selecting major programs, and reduce the audit report due 
date to nine months. It is uncertain at this time how quickly the pro­
posed legislation will move through Congress.
At the same time, the U.S. Office of Management and Budget (OMB) 
is moving forward on a project to combine the audit requirements un­
der OMB Circulars A-128, Audits o f State and Local Governments, and 
A-133, Audits o f Institutions o f Higher Education and Other Nonprofit Insti­
tutions. As the first step in this project, the OMB issued proposed revi­
sions to OMB Circular A-133 in March 1995. A revised OMB Circular 
A-133 was finalized on April 22 , 1996, and will be effective for audits of 
fiscal years ending on or after June 3 0 , 1997. It is expected that as soon 
as the Single Audit Act is amended (see the preceding paragraph), the 
OMB will publish a notice in the Federal Register of its intent to rescind 
OMB Circular A-128 and further revise OMB Circular A-133 to be ap­
plicable to state and local governments, colleges and universities, and 
not-for-profit organizations.
OMB Circular A-133
Revisions. OMB Circular A-133 establishes audit requirements that 
apply to not-for-profit organizations that receive federal awards. The 
revisions include the following:
• The threshold for an audit under Circular A-133 would be raised 
to $300,000 from $25,000.
• Auditors would determine "major programs," as defined in Circu­
lar A-133, on the basis of a risk assessment, considering prior audit 
experience, oversight performed by federal agencies and others, 
and the inherent risk of the program, rather than solely on the 
basis of federal expenditures, as currently required.
• The required level of testing of the internal control structure over 
major programs would be clarified as being based on auditors' 
planning for a low assessed level of control risk.
• Minimum requirements for the Schedule of Federal Awards 
would be provided.
• Guidance would be included concerning (1) reporting audit find­
ings concerning federal awards in a single schedule of findings 
and questioned costs which includes a summary of the auditor's 
results; (2) thresholds for determining which audit findings
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should be included in the audit report; (3) descriptions of what 
information auditors should include in an audit finding; and (4) 
required follow-up on audit findings, including providing a cor­
rective action plan for current audit findings and a summary 
schedule of prior audit findings.
• The definition of non-profit organization would be revised to in­
clude non-profit hospitals.
• Guidance would be included concerning the assignment of cogni­
zant agencies.
• Restrictions would be imposed on auditor selection whereby audi­
tors who also prepare the indirect cost proposal or cost allocation 
plan are prohibited from being selected as the auditor if the indi­
rect costs recovered in the prior year are greater than $1 million in 
total.
• The due date would be shortened for submitting reports required 
by the Circular from thirteen months to nine months after the end 
of the recipients fiscal year. (The provision for a cognizant or over­
sight agency to grant an extension would be retained.) Also, the 
report submission process would be streamlined.
A copy of the Circular may be obtained from the April 3 0 , 1996, Federal 
Register notice (61 FR 19134); OMB fax information line, (202) 395-9063, 
document number 1133; OMB home page on the internet or by calling 
or writing the Office of Administration, Publications Office (See the 
Table of Information Sources on page 42 of this Audit Risk Alert).
OMB Circulars A-21 and A-122
OMB Circulars A-21, Cost Principles for Educational Institutions and 
A-122, Cost Principles for Nonprofit Organizations, establish guidelines 
concerning costs incurred in connection with federal contracts, includ­
ing the allowability and reporting of such costs. In July 1995, the OMB 
published final revisions to OMB Circulars A-21 and A-122. The revi­
sions increase the equipment cost threshold for capitalization from 
$500 to $5,000. The revisions are effective as of June 2 9 , 1995.
In May 1996, the OMB issued revisions to OMB Circular A-21, to 
incorporate certain Standards issued by the CASB and to extend the 
applicability of the CASB disclosure statement to all sponsored agree­
ments (negotiated federal contract or subcontract awards in excess of 
$25 million) subject to OMB Circular A-21. The revisions are effective 
for fiscal years beginning after May 8 ,  1996.
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OMB Circular A-122. In October 1995, the OMB published final revi­
sions to OMB Circular A-122. The revisions apply to not-for-profit or­
ganizations other than colleges and universities, because interest and 
other financing costs are already allowable for colleges and universi­
ties under OMB Circular A-21, which is discussed on page 11 of this 
Audit Risk Alert. The revisions provide that interest on borrowed capi­
tal or temporary use of endowment funds is an unallowable cost of 
federal contracts. However, interest on debt to acquire or replace capi­
tal assets is allowable provided that the following conditions are met:
• For acquisitions over $10 million for which the federal govern­
ment's reimbursement is expected to be equal to or greater than 40 
percent, the organization must justify the need for the facility in 
the conduct of federally-sponsored activities.
• For facilities costing over $500,000, the organization must prepare 
a lease/purchase analysis in accordance with the provisions of 
OMB Circular A-110, Uniform Administrative Requirements for  
Grants and Agreements with Institutions o f Higher Education, Hospi­
tals, and Other Non-Profit Organizations, which shows that a fi­
nanced purchase or capital lease is less costly to the organization 
than other leasing alternatives, on a net present value basis.
The revision was effective on September 2 9 , 1995.
In October 1995, OMB published proposed revisions to OMB Circu­
lar A-122. The proposed revisions would revise the definition of equip­
ment, make certain additional costs unallowable, modify the multiple 
allocation based method for computing indirect cost rates, and place a 
26 percent ceiling on the administrative portion of indirect costs for 
organizations with federal funding over $10 million. The proposed 
changes would provide consistency among OMB Circulars for not-for- 
profit organizations, state and local governments, and educational in­
stitutions.
The period for commenting on the proposal has expired.
SFA Guide
In June 1995, the Department of Education issued a revised audit 
guide, Compliance Audits (Attestation Engagements) o f the Federal Student 
Financial Assistance Programs at Participating Institutions (the SFA 
Guide). The SFA Guide replaces the March 30, 1990, version of the 
Student Financial Aid Audit Guide and Non-Federal Technical Bulletin 
92-1 issued in September 1992. The revised SFA Guide is effective for 
audits of award years ending on or after June 3 0 , 1995.
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The SFA Guide must be used by all recipients of SFA funds, except 
for public and not-for-profit colleges and universities that obtain an 
audit in accordance with OMB Circular A-128, Audits o f State and Local 
Governments or OMB Circular A-133. However, auditors of recipients 
of SFA funds that are exempt from following the revised SFA Guide 
should consult it to identify revised compliance requirements. The SFA 
Guide provides the following:
• The audit should be performed in accordance with the require­
ments of Government Auditing Standards issued by the Comptroller 
General of the U.S. (Also referred to as the “Yellow Book" or 
GAS)(1994 Revision)
• The compliance audit should be performed in accordance with 
Statement on Standards for Attestation Engagements No. 3, Com­
pliance Attestation (AICPA, Professional Standards, vol. 1, AT sec. 
100), in addition to the Yellow Book requirements.
• Audited financial statements and compliance attestation reports 
are due four and six months after the end of the fiscal year, respec­
tively.
• The SFA Guide should be used if a program audit is elected in 
accordance with the provisions of OMB Circular A-133.
• Prescribed methodology concerning sample sizes is to be used to 
test management's assertions concerning student eligibility, dis­
bursements, and refunds.
PCIE Statistics
The President's Council on Integrity and Efficiency (PCIE) issues sta­
tistics concerning the results of the Federal Inspector's General (IGs) 
reviews of audits of federal activities performed by independent pub­
lic accountants. The statistics based on reviews for the six months 
ended March 31, 1995, indicate that IGs continue to find deficiencies 
that cause them to reject audit reports, though some improvement has 
been noted. Specifically, 17 percent of the OMB Circular A-133 audit 
reports submitted for federal review required major changes or were 
deemed significantly inadequate, as compared with 26 percent for the 
same period of the prior year.
Some of the more common deficiencies cited by reviewers include—
• Incomplete auditor's reports, meaning that reports on the internal 
control structure or compliance with applicable laws and regula­
tions were missing, or did not include all the required information,
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such as support for findings or the auditee's comments on the 
status of prior findings.
• Noncompliance with GAS, which includes failure to adequately 
test internal controls or compliance with applicable laws and regu­
lations, inadequate documentation of substantive testing of sig­
nificant compliance/provisions of laws and regulations, and 
failure to report all findings.
• Inadequate working papers, which includes failure to include ade­
quate documentation to support the auditor's opinion.
• Lack of or incomplete financial statements.
Audit Issues and Developments
Internal Control
Changes in financial accounting standards, changes in tax laws con­
cerning reporting requirements, increased attention to requirements to 
properly bill overhead costs to government agencies, restructuring, 
and expanded contractual audit requirements are resulting in the need 
for significant changes in the accounting systems and internal control 
of not-for-profit organizations. Auditors should ensure that they have 
a sufficient understanding of the organization's internal control in or­
der to plan and perform the audit. (As discussed on page 18 of this 
Audit Risk Alert, in December 1995, the AICPA's Auditing Standards 
Board (ASB) issued SAS No. 78, Consideration of Internal Control in a 
Financial Statement Audit: An Amendment to SAS No. 55 (AICPA, Profes­
sional Standards, vol. 1, AU sec. 319), which discusses the auditor's con­
sideration of internal control in a financial statement audit.
Unusually High Returns
Some not-for-profit organizations provide resources as either invest­
ments or contributions to other organizations with the expectation that 
they will receive returns that significantly exceed market rates or con­
tributions that significantly exceed the resources they have provided. 
(Those organizations generally report the amounts they have provided 
as either investments or contributions receivable.) In meeting the sec­
ond standard of fieldwork (AICPA, Professional Standards, vol. 1, AU 
sec. 319), which requires the auditor to obtain a sufficient under­
standing of the entity's internal control to plan the audit, the auditor 
should obtain an understanding of the organization's investment poli­
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cies and policies for making contributions and consider such transac­
tions in relation to those policies. Also, such transactions may indicate 
that there is a significant risk of material misstatement in the financial 
statements and auditors should therefore be skeptical of amounts re­
ported in connection with such transactions. (In 1995, such transactions 
resulted in some not-for-profit organizations losing significant 
amounts when the returns or contributions that they expected did not 
materialize.) SAS No. 53, The Auditor's Responsibility to Detect and Report 
Errors and Irregularities (AICPA Professional Standards, vol. 1, AU sec. 
316) discusses the auditor's responsibility for the detection of errors, 
including unintentional misstatements of amounts in financial state­
ments, and irregularities. The Statement provides that the auditor 
should maintain an attitude of professional skepticism in planning and 
performing the audit. If the auditor concludes that there is a significant 
risk of material misstatement in the financial statements, the auditor 
requires more or different evidence to support material transactions 
than would be the case in the absence of such risk. For example, if the 
auditor concludes that there is a significant risk that a particular invest­
ment or contribution receivable may not be realized at its recorded 
amount, the auditor may confirm the transaction in connection with 
the financial statement assertion of existence. In addition, the auditor 
may request and evaluate audited financial statements and credit re­
ports of the investee or donee in connection with the financial state­
ment assertion of valuation.
Derivatives
As discussed on page 6 of this Audit Risk Alert, in recent years, 
not-for-profit organizations have become increasingly involved in the 
use of derivative financial instruments both as speculative investment 
vehicles and as risk management tools. (Auditors should look through 
the form of investments to determine whether they are investments in 
derivatives. For example, some organizations have invested in invest­
ment funds, such as The Common Fund, that have incurred losses due 
to unhedged investments in derivatives.) Although the financial state­
ment assertions about derivatives are generally similar to assertions 
about other transactions, the auditor's approach to achieving related 
audit objectives may differ because the notional or contractual 
amounts of certain derivatives—such as futures contracts, forward 
contracts, swaps, options, and other contracts with similar charac­
teristics—generally are not recognized in the financial statements. 
Many of the unique audit risk considerations presented by the use of 
derivatives are discussed in detail in Audit Risk Alert—1995/96. As dis­
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cussed on page 26 of this Audit Risk Alert, in October 1994, the Finan­
cial Accounting Standards Board (FASB) issued Statement of Financial 
Accounting Standards No. 119, Disclosure about Derivative Financial In­
struments and Fair Value o f Financial Instruments (FASB, Current Text, 
vol. 1, sec. F25), which provides guidance concerning financial state­
ment disclosures about derivatives.
Going Concern
In today's economy, there are an increasing number of organizations 
that may be unable to continue as a going concern. In some cases, man­
agement's plan for the organization to continue as a going concern may 
rely on mergers with other organizations. Auditors should consider 
whether plans for mergers or plans for other significant changes are 
red flags that there may be concerns about the organization's ability to 
continue as a going concern. The auditor's decision not to modify the 
auditor's report for a going concern uncertainty depends on receiving 
adequate evidence regarding the organization's ability to continue as a 
going concern. SAS No. 59, The Auditor's Consideration o f an Entity's 
Ability to Continue as a Going Concern (AICPA, Professional Standards, 
vol. 1, AU sec. 341) provides guidance concerning the auditor's consid­
eration of an entity's ability to continue as a going concern.
Split-Interest Agreements
Some organizations enter into split-interest agreements in which the 
organization accepts a contribution and is obligated to make periodic 
stipulated payments to the donor or a third-party beneficiary. The 
amount of those periodic payments is often determined in part by an 
interest rate. Recently, there have been lawsuits alleging price fixing 
among organizations participating in such agreements. Participating in 
price fixing could be an illegal act that may have a direct and material 
effect on the determination of financial statement amounts (for exam­
ple, the liability for amounts payable under split-interest agreements 
and punitive damages or settlements resulting from any related law­
suits). SAS No. 54 discusses the nature and extent of the consideration 
the auditor should give to the possibility of illegal acts and provides 
guidance on the auditor's responsibilities when a possible illegal act is 
detected.
Auditing Pronouncements
As summarized in Exhibit 2, five new SASs, which are discussed 
below, have been issued recently.
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Exhibit 2
Pronouncement
Pronouncements
Affected Key Provisions
SAS No. 75, Engagements 
to Apply Agreed-Upon 
Procedures to Specified 
Elements, Accounts, or 
Items of a Financial 
Statement
SAS No. 35 Prohibits negative 
assurance.
Provides guidance 
concerning the 
conditions for 
performing agreed-upon 
procedures engagements; 
the nature, timing, and 
extent of the procedures; 
the responsibilities of 
practitioners and 
specified users; and 
reporting on
agreed-upon procedures.
SAS No. 76, Amendments 
to SAS No. 72, Letters for 
Underwriters and Certain 
Other Requesting Parties
SAS No. 72 Specifies the form of 
letter to be provided by 
the accountant in 
circumstances in which a 
comfort letter is 
requested but the 
requesting party has not 
provided a 
representation letter.
SAS No. 77, Amendments 
to SAS No. 22, Planning 
and Supervision, No. 59, 
The Auditor's 
Consideration of an 
Entity's Ability to 
Continue as a Going 
Concern, and No. 62, 
Special Reports
SAS Nos. 22, 59, 
and 62
Clarifies that a written 
audit program should be 
prepared.
Precludes the use of 
conditional language in a 
going concern report.
SAS No. 78, Consideration 
of Internal Control in a 
Financial Statement Audit: 
An Amendment to SAS No. 
55
SAS No. 55, 
Consideration of 
the Internal 
Control Structure 
in a Financial 
Statement Audit
Recognizes the COSO 
definition of internal 
control.
(continued)
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Pronouncement
Pronouncements
Affected Key Provisions
SAS No. 79, Amendment to 
SAS No. 58, Reports on 
Audited Financial 
Statements
SAS No. 58 Eliminates the 
requirement to add an 
uncertainties paragraph 
to the auditor's report 
(does not affect SAS No. 
59).
SAS No. 75. In September 1995, the ASB issued SAS No. 75, Engage­
ments to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or 
Items o f a Financial Statement (AICPA, Professional Standards, vol. 1, AU 
sec. 622), which provides guidance to an accountant concerning per­
formance and reporting in all engagements to apply agreed-upon pro­
cedures to specified elements, accounts, or items of a financial 
statement, except for in certain circumstances, as discussed in the SAS. 
The Statement is effective for reports on engagements to apply agreed- 
upon procedures dated after April 30, 1996, with earlier application 
encouraged.
SAS No. 76. In September 1995, the ASB issued SAS No. 76, Amend­
ments to SAS No. 72, Letters for Underwriters and Certain Other Re­
questing Parties (AICPA, Professional Standards, vol. 1, AU sec. 634). 
The SAS provides reporting guidance and an example of a letter, actu­
ally a form of agreed-upon procedures report, that the accountant can 
provide in response to a request to provide a comfort letter in circum­
stances in which the party requesting the letter is not willing to provide 
the accountant with the representations required in paragraphs 6 and 
7 of SAS No. 72. The Statement is effective for letters issued pursuant to 
paragraph 9 of SAS No. 72 after April 3 0 , 1996.
SAS No. 77. In November 1995, the ASB issued SAS No. 77, Amend­
ments to SAS No. 22, Planning and Supervision, No. 59, The Auditor's 
Consideration o f an Entity's Ability to Continue as a Going Concern, and 
No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 
311, 341, and 623.), which, among other things, clarifies that a written 
audit program should be prepared in every audit and precludes the 
use of conditional language in the auditor's explanatory paragraph to 
indicate that there is substantial doubt about the entity's ability to con­
tinue as a going concern. SAS No. 77 is effective for engagements be­
ginning after December 15 , 1995.
SAS No. 78. In December 1995, the ASB issued SAS No. 78, which 
revises the definition and description of internal control contained in 
the Statements on Auditing Standards to recognize the definition and
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description contained in Internal Control — Integrated Framework (the 
COSO Report), published by the Committee of Sponsoring Organiza­
tions of the Treadway Commission, formed to address the Report of 
the National Commission on Fraudulent Financial Reporting. This 
Statement is effective for audits of financial statements for periods be­
ginning on or after January 1 ,  1997, with earlier application permitted.
SAS No. 79. In December 1995, the ASB issued SAS No. 79, Amend­
ment to SAS No. 58, Reports on Audited Financial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 508), which eliminates the require­
ment that, when certain criteria are met, the auditor add an uncertain­
ties explanatory paragraph to the auditor's report. SAS No. 79 also 
clarifies and reorganizes the guidance in SAS No. 58 concerning em­
phasis paragraphs, matters involving uncertainties, and disclaimers of 
opinion. This SAS does not affect SAS No. 59 nor preclude the auditor 
from adding a paragraph to the auditor's report to emphasize a matter 
disclosed in the financial statements. This Statement is effective for 
reports issued or reissued on or after February 29, 1996, with earlier 
application permitted. Auditors are permitted to delete the uncertain­
ties paragraph in their audit reports for year end audits.
SOP 92-9. In December 1995, a new edition of Statement of Position 
(SOP) 92-9, Audits o f Not-for-Profit Organizations Receiving Federal 
Awards, was released. This edition incorporates conforming changes 
resulting from the issuance of the Yellow Book and SAS No. 74, Compli­
ance Auditing Considerations in Audits of Governmental Entities and Recipi­
ents o f Governmental Financial Assistance (AICPA, Professional Standards, 
vol. 1, AU sec. 801). This SOP provides guidance on the auditor's re­
sponsibility when conducting an audit in accordance with the Yellow 
Book and OMB Circular A-133.
Accounting Issues and Developments
Joint Costs
In 1987, the AICPA issued SOP 87-2, Joint Costs o f Informational Mate­
rials and Activities o f Not-for-Profit Organizations That Include a Fund- 
Raising Appeal. SOP 87-2 provides guidance on reporting the costs of 
informational materials that include solicitations for financial support, 
and requires such costs to be reported as fund-raising expenses if it 
cannot be demonstrated that a bona fide program or a management 
and general function has been conducted in conjunction with the ap­
peal for funds. If such activities other than appeals for funds can be 
demonstrated, such costs should be allocated between fund-raising 
and the related program or management and general function. Certain
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financial statement disclosures concerning such allocations are also re­
quired.
Because of pressure to portray fund-raising expenses within certain 
percentages of revenue and expenses, there continues to be an in­
creased risk that the cost of mailing materials or conducting other com­
munications with the public may not be properly allocated between 
program expenses and fund-raising or management and general ex­
penses in accordance with SOP 87-2.
Some state attorneys general continue to criticize the manner in 
which some organizations allocate joint costs. They believe some or­
ganizations have been too liberal in their allocation of costs to program 
expenses, especially those costs incurred to educate the public.
Not-for-profit organizations and auditors should carefully review 
the requirements of the SOP and consider the sufficiency of evidence 
that exists to support any allocations of such joint costs.
An AICPA exposure draft of a proposed SOP on this subject is dis­
cussed on page 37 of this Audit Risk Alert.
Restructuring and Reengineering
Like many organizations, some not-for-profit organizations are re­
structuring and reengineering their operations to become more effec­
tive and efficient. Some organizations are recording restructuring and 
reengineering charges in the face of workforce reductions, facility clos­
ings, and the discontinuance of certain operations and programs. 
Auditors should consider the consensus reached by the Emerging Is­
sues Task Force (EITF) of the FASB in its discussion of Issue No. 94-3, 
Liability Recognition for Costs to Exit an Activity (Including Certain Costs 
Incurred in a Restructuring), which provides guidance on whether cer­
tain costs (such as employee severance and termination costs) should 
be accrued and classified as part of restructuring charges, or whether 
such costs would be more appropriately considered a recurring opera­
tional cost of the organization. EITF Issue No. 94-3 provides guidance 
concerning the appropriate timing of recognition of restructuring 
charges and prescribes disclosures that should be included in the fi­
nancial statements.
Expense Allocations
Some expenses are allocated to more than one function. Examples 
include salaries of persons who perform more than one kind of service 
and the rental of a building used for various programs and supporting 
activities. Auditors should be mindful that a change in the allocation 
method is a change in accounting principle under Accounting Princi-
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ples Board (APB) Opinion No. 20, Accounting Changes, unless the facts 
and circumstances related to the basis for the allocation have changed. 
(Paragraph 7 of APB Opinion 20 states that "the term accounting princi­
ple includes 'not only accounting changes and practices but also meth­
ods of applying them.'" [footnote omitted])
A ccoun ting  P ronouncem ents an d  P ro jec ts
Recent key FASB pronouncements affecting not-for-profit organiza­
tions, which are discussed below, and their effective dates are summa­
rized in Exhibit 3.
E x h ib it  3
Pronouncement Effective Date
FASB Statement No. 116, Accounting 
for Contributions Received and 
Contributions Made
Annual financial statements 
issued for fiscal years beginning 
after December 15, 1994, except 
for organizations with less than 
$5 million in total assets and 
less than $1 million in annual 
expenses. For those 
organizations, the Statement is 
effective for fiscal years 
beginning after December 15, 
1995. Earlier application is 
encouraged.
FASB Statement No. 117, Financial 
Statements of Not-for-Profit 
Organizations
Same as Statement No. 116
FASB Statement No. 119, Disclosure 
about Derivative Financial Instruments 
and Fair Value of Financial Instruments
Financial statements issued for 
fiscal years ending after 
December 15, 1994, except for 
organizations with less than 
$150 million in total assets. For 
those organizations, the 
Statement is effective for 
financial statements issued for 
fiscal years ending after 
December 15, 1995.
FASB Statement No. 121, Accounting 
for Impairment of Long-Lived Assets and 
for Long-Lived Assets to be Disposed of
Financial statements issued for 
fiscal years beginning after 
December 15, 1995.
(continued)
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Pronouncement Effective Date
FASB Statement No. 124, Accounting 
for Certain Investments Held by 
Not-for-Profit Organizations
Financial statements issued for 
fiscal years beginning after 
December 15, 1995.
FASB Not-for-Profit Organizations Project. The FASB is continuing its 
consideration of the specialized accounting principles and practices 
included in four AICPA Audit and Accounting Guides pertinent to 
not-for-profit organizations. The FASB added this project to its agenda 
in March 1986, initially to address accounting for contributions and the 
recognition of depreciation by not-for-profit organizations. The por­
tion of the project addressing depreciation was completed in Septem­
ber 1988 and resulted in FASB Statement No. 93, Recognition o f 
Depreciation by Not-for-Profit Organizations (FASB, Current Text, vol. 1, 
sec. D40). The portion of the project addressing contributions was com­
pleted in June 1993 and resulted in FASB Statement No. 116, Account­
ing for Contributions Received and Contributions Made (FASB, Current 
Text, vol. 1, sec. C67). (Statement No. 116 is effective for annual finan­
cial statements issued for fiscal years beginning after December 15,
1994, except for organizations with less than $5 million in total assets 
and less than $1 million in annual expenses. For those organizations, 
the Statement is effective for fiscal years beginning after December 15,
1995. Earlier application is encouraged. This Statement may be applied 
either retroactively or by recognizing the cumulative effect of the 
change in the year of the change. The provisions for recognition of 
expirations of restrictions may be applied prospectively.) The portion 
of the project addressing financial statement display was completed in 
June 1993 and resulted in FASB Statement No. 117, Financial Statements 
o f Not-for-Profit Organizations (FASB, Current Text, vol. 1, sec. C25). 
(Statement No. 117 is effective for annual financial statements issued 
for fiscal years beginning after December 15 , 1994, except for organiza­
tions with less than $5 million in total assets and less than $1 million in 
annual expenses. For those organizations, the Statement is effective for 
fiscal years beginning after December 15, 1995. Earlier application is 
encouraged.) The portion of the project addressing investments was 
completed in November 1995 and resulted in FASB Statement No. 124, 
Accounting for Certain Investments Held by Not-for-Profit Organizations, 
which is discussed on page 23 of this Audit Risk Alert.
Definition o f a Not-for-Profit Organization. The Glossary of FASB 
Statement No. 116 defines not-for-profit organizations as follows:
An entity that possesses the following characteristics that distin­
guish it from a business enterprise: (a) contributions of significant
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amounts of resources from resource providers who do not ex­
pect commensurate or proportionate pecuniary return, (b) oper­
ating purposes other than to provide goods or services at a 
profit, and (c) absence of ownership interests like those of busi­
ness enterprises. Not-for-profit organizations have those charac­
teristics in varying degrees (Concepts Statement 4, paragraph 6). 
Organizations that clearly fall outside this definition include all 
investor-owned enterprises and entities that provide dividends, 
lower costs, or other economic benefits directly and proportion­
ately to their owners, members, or participants, such as mutual 
insurance companies, credit unions, farm and rural electric co­
operatives, and employee benefit plans (Concepts Statement 4, 
paragraph 7).
That definition has resulted in some confusion in practice. The Audit 
and Accounting Guide Not-for-Profit Organizations (the New Guide), 
which is expected to be issued in July 1996 and which is discussed on 
page 30 of this Audit Risk Alert, will provide that the term "not-for- 
profit organizations" encompasses all entities defined as not-for-profit 
organizations by FASB Statement No. 116, including the kinds of or­
ganizations that are covered by the Industry Audit Guides Audits of 
Voluntary Health and Welfare Organizations, Audits o f Colleges and Univer­
sities, the Audit and Accounting Guide Audits o f Certain Nonprofit Or­
ganizations, and AICPA Statements of Position SOP 74-8, Financial 
Accounting and Reporting by Colleges and Universities, and SOP 78-10, 
Accounting Principles and Reporting Practices for Certain Nonprofit Organi­
zations, which will be superseded by the New Guide. (As discussed on 
page 30 if this Audit Risk Alert, the New Guide has been approved for 
issuance by the AICPA Accounting Standards Executive Committee 
(AcSEC) and cleared by the FASB and is expected to be issued in July
1996.) Auditors should consider whether the organization is a not-for- 
profit organization, because that will determine which accounting 
principles the organization should follow. For example, for-profit enti­
ties should report investments in conformity with FASB Statement No. 
115, Accounting for Certain Investments in Debt and Equity Securities 
(FASB, Current Text, vol. 1, sec. I80), whereas not-for-profit organiza­
tions should report investments in conformity with FASB Statement 
No. 124, which is discussed on page 23 of this Audit Risk Alert.
Investments. As discussed on page 22, in November 1995, the FASB 
issued FASB Statement No. 124. Statement No. 124 requires the follow­
ing:
• Investments in equity securities with readily determinable fair val­
ues and all investments in debt securities should be reported at fair 
value with gains and losses included in a statement of activities.
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• Certain disclosures about all investments held by not-for-profit 
organizations and the return on those investments.
• In the absence of donor stipulations or law to the contrary, losses 
on the investments of a donor-restricted endowment fund should 
reduce temporarily restricted net assets to the extent that donor- 
imposed restrictions on net appreciation of the fund have not been 
met before the loss occurs. Any remaining loss should reduce un­
restricted net assets.
The Statement is effective for annual financial statements issued for 
fiscal years beginning after December 15 , 1995, with earlier application 
encouraged.
Impairment o f Long-Lived Assets. In March 1995, FASB issued State­
ment No. 121, Accounting for the Impairment o f Long-Lived Assets and for 
Long-Lived Assets to Be Disposed O f(FASB, Current Text, vol. 1, sec. I08). 
Statement No. 121 establishes accounting standards for the impair­
ment of long-lived assets, certain identifiable intangibles, and goodwill 
related to those assets to be held and used, and for long-lived assets 
and certain identifiable intangibles to be disposed of. The Statement 
requires that long-lived assets and certain identifiable intangibles to be 
held and used by an entity be reviewed for impairment whenever 
events or changes in circumstances indicate that the carrying amount 
of an asset may not be recoverable. In performing the review for recov­
erability, the Statement requires that the entity estimate the future cash 
flows expected to result from the use of the asset and its eventual dis­
position. If the sum of the expected future cash flows (undiscounted 
and without interest charges) is less than the carrying amount of the 
asset, an impairment loss is recognized. Otherwise, an impairment loss 
is not recognized. Measurement of an impairment loss for long-lived 
assets and identifiable intangibles that an entity expects to hold and 
use should be based on the fair value of the asset. (The fair value of an 
asset is the amount at which that asset could be bought or sold in a 
current transaction between willing parties.)
Some assets of not-for-profit organizations cannot be directly related 
to identifiable cash flows that are largely independent of cash flows 
from other assets. FASB Statement No. 121 provides that for purposes 
of estimating expected future cash flows, "assets shall be grouped at 
the lowest level for which there are identifiable cash flows that are 
largely independent of cash flows of other groups of assets." In limited 
circumstances, the comparison of the estimated cash flows with the 
carrying amount of the assets "will be applicable only at the entity level 
because the asset being tested for recoverability does not have identifi­
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able cash flows that are largely independent of other asset group­
ings.... If the asset is expected to provide service potential, an impair­
ment loss shall be recognized if the sum of the expected future cash 
flows (undiscounted and without interest charges) for the entity is less 
than the carrying amounts of the entity's assets covered by this State­
ment." Further, in determining the appropriate cash flows to compare 
with the carrying amount of an asset, not-for-profit organizations that 
rely in part on contributions to maintain their assets may need to con­
sider those contributions.
The Statement also requires that long-lived assets and certain identi­
fiable intangibles to be disposed of be reported at the lower of carrying 
amount or fair value less cost to sell, except for assets covered by APB 
Opinion 30, Reporting the Results o f Operations-Reporting the Effects o f 
Disposal o f a Segment o f a Business, and Extraordinary, Unusual and Infre­
quently Occurring Events and Transactions (FASB, Current Text, vol. 1, 
sec. I13). Assets covered by APB Opinion 30 will continue to be re­
ported at the lower of the carrying amount or the net realizable value. 
The Statement is effective for financial statements for fiscal years be­
ginning after December 15, 1995. (Earlier application is encouraged.) 
Restatement of previously issued financial statements is not permitted 
by the Statement. The Statement requires that impairment losses re­
sulting from its application be reported in the period in which the rec­
ognition criteria are first applied and met. The Statement requires that 
initial application of its provisions to assets that are being held for 
disposal at the date of adoption should be reported as the cumulative 
effect of a change in accounting principle.
Auditors of not-for-profit organizations should be aware that the 
current industry climate of restructurings, mergers, and realignments 
has increased the likelihood that events or changes in circumstances 
that indicate that assets have been impaired may have occurred. For 
example, a merger may result in the reduction of services provided by 
a particular organization within the combined organization and sig­
nificantly reduce its ability to generate future cash flows. Additionally, 
a not-for-profit organization may lose a significant source of funding 
and lose its ability to continue its programs. In these instances, the 
carrying amounts of recorded assets may not be recoverable and the 
provisions of FASB Statement No. 121 may need to be applied.
In considering a not-for-profit organization's implementation of 
FASB Statement No. 121, auditors should obtain an understanding of 
the policies and procedures used by management to determine 
whether all impaired assets have been properly identified. Manage­
ment's estimates of future cash flows from asset use and impairment 
losses should be evaluated pursuant to the guidelines set forth in SAS
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No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, 
vol. 1, AU sec. 342).
Derivatives. In recent years, not-for-profit organizations have become 
increasingly involved in the use of derivative financial instruments 
both as speculative investment vehicles and as risk management tools.
In October 1994, the FASB issued Statement No. 119. FASB Statement 
No. 119 requires disclosures about derivative financial instruments - 
futures, forward, swap, and option contracts, and other financial in­
struments with similar characteristics. It also amends existing require­
ments of FASB Statement No. 105, Disclosure o f Information about 
Financial Instruments with Off-Balance-Sheet Risk and Financial Instru­
ments with Concentrations o f Credit Risk (FASB, Current Text, vol. 1, sec. 
F25), and FASB Statement No. 107, Disclosures about Fair Value o f Finan­
cial Instruments (FASB, Current Text, vol. 1, sec. F25).
The Statement requires disclosures about amounts, nature, and 
terms of derivative financial instruments that are not subject to FASB 
Statement No. 105 because they do not result in off-balance-sheet risk 
of accounting loss. It requires that a distinction be made between finan­
cial instruments held or issued for trading purposes (including dealing 
and other trading activities measured at fair value with gains and 
losses recognized in earnings) and financial instruments held or issued 
for purposes other than trading. Paragraph 12 of FASB Statement No. 
119 encourages, but does not require, entities to disclose quantitative 
information about risks associated with derivatives.
FASB Statement No. 119 was effective for financial statements issued 
for fiscal years ending after December 15, 1994, except for organiza­
tions with less than $150 million in total assets. For those organizations, 
the Statement is effective for financial statements issued for fiscal years 
ending after December 15 , 1995.
The FASB Special Report, Illustrations of Financial Instrument Disclo­
sures, contains illustrations of the application of FASB Statements No. 
105, No. 107 and No. 119.
Agency Transactions. In December 1995, the FASB released an expo­
sure draft of a proposed Interpretation, Transfers o f Assets in Which a 
Not-for-Profit Organization Acts as an Agent, Trustee, or Intermediary (An 
Interpretation o f FASB Statement No. 116). The exposure draft would 
clarify the use of the terms agent, trustee, or intermediary in paragraph 4 
of FASB Statement No. 116. The exposure draft would provide that an 
organization is presumed to be acting as an agent or trustee if (1) a 
resource provider specifies a third-party beneficiary or beneficiaries 
and does not explicitly grant the recipient organization the unilateral
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power to redirect the use of assets provided away from the specified 
beneficiary or beneficiaries, (2) the recipient organization exists to 
raise, hold, or invest assets for another organization, or (3) the recipient 
organization is directed by the resource provider to invest assets pro­
vided in perpetuity and return the income from those assets to the 
resource provider or its affiliates. The proposed Interpretation would 
be effective upon issuance.
The period for commenting on the proposal has expired.
Auditors should consider the wording used in solicitations or gift 
agreements to determine whether resources received by not-for-profit 
organizations are received in agency transactions. This issue is particu­
larly pertinent for audits of community foundations, federated fund 
raisers, and fund raising foundations. Auditors should consider dis­
cussing these matters with clients as soon as possible, to avoid misun­
derstandings between clients and auditors concerning accounting for 
such transactions.
Consolidations. In October 1995, the FASB released an exposure draft 
of a proposed Statement, Consolidated Financial Statements: Policy and 
Procedures. The exposure draft would apply to not-for-profit organiza­
tions and would require a controlling organization to consolidate all 
entities that it controls unless control is temporary at the time the entity 
becomes a subsidiary. For purposes of this requirement, control of an 
entity is power to use or direct the use of the individual assets of an­
other entity in essentially the same ways as the controlling entity can 
use its own assets. The exposure draft includes presumptions of effec­
tive control and indicators of effective control.
As discussed on page 29 of this Audit Risk Alert, not for profit or­
ganizations are required to follow SOP 94-3, Reporting o f Related Entities 
by Not-for-Profit Organizations. If the FASB Statement resulting from the 
exposure draft were issued in substantially the same form as the expo­
sure draft, SOP 94-3 would be superseded to the extent that it is incon­
sistent with the FASB Statement resulting from the exposure draft.
The exposure draft would require consolidation in all circum­
stances in which SOP 94-3 requires consolidation. Also, the exposure 
draft requires consolidation in circumstances in which SOP 94-3 per­
mits but does not require consolidation. (SOP 94-3 does not include 
the presumptions of effective control. However, paragraph 12 of the 
SOP permits consolidation with certain types of control if coupled 
with an economic interest. Therefore, the circumstances in the expo­
sure draft that result in effective control, and therefore consolidation, 
could result in consolidation being permitted, but not required, under 
SOP 94-3.)
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The proposed Statement would be effective for financial statements 
for fiscal years beginning after December 31 , 1996. The period for com­
menting on the proposal has expired.
AcSEC Projects
In December 1994, AcSEC issued SOP 94-6, Disclosure o f Certain Sig­
nificant Risks and Uncertainties. SOP 94-6 requires not-for-profit organi­
zations to include in their financial statements disclosures about 1) the 
nature of their operations and 2) the use of estimates in the preparation 
of financial statements. In addition, if specified criteria are met, SOP 
94-6 requires organizations to include in their financial statements dis­
closures about 1) certain significant estimates and 2) current vulner­
ability due to certain concentrations.
Paragraph 18 of SOP 94-6 gives examples of items that may be based 
on estimates that are particularly sensitive to change in the near term. 
Examples of similar estimates that may be included in financial state­
ments of not-for-profit organizations include, but are not limited to, the 
following:
• Specialized equipment subject to rapid technological obsoles­
cence, for example, a computer used in a learning center
• Capitalized computer software costs
• Valuation allowances for loans
• Valuation allowances for promises to give
• Environmental remediation-related obligations
• Contingent liabilities for obligations of other entities; for example, 
another not-for-profit organization
• Amounts reported for long-term obligations such as amounts re­
ported for pensions and postemployment benefits
• Estimated net proceeds recoverable, the provisions for expected 
losses to be incurred, or both, on disposition of a business or assets
• Amounts reported for long-term contracts
• Estimated liabilities for assessments for taxes on unrelated busi­
ness income
• Estimated liabilities or contingent liabilities resulting from audits 
of grants
Examples of concentrations that may meet the criteria that require 
disclosure in the financial statements of not-for-profit organizations in 
accordance with paragraph 21 of the SOP include the following:
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• Volume of business transacted with a particular contributor, gran­
tor, customer, supplier, or lender
• Revenue from particular products, services, or fund-raising events
• Available sources of supply of material, labor, or services, or of 
licenses or other rights used in the entity's operations
• Market or geographic area in which an organization conducts its 
operations
The provisions of SOP 94-6 are effective for financial statements is­
sued for fiscal years ending after December 1 5 , 1995, and for financial 
statements for interim periods in fiscal years subsequent to the year for 
which SOP 94-6 is first applied.
Auditors should be alert to the requirements of the new SOP and its 
impact on the financial statements they audit. Auditors should care­
fully consider whether all significant estimates and concentrations 
have been identified and considered for disclosure.
In 1994 AcSEC issued SOP 94-3, which amends and makes uniform 
the guidance concerning reporting related entities in the AICPA Audit 
and Accounting Guides Audits o f Colleges and Universities and Audits o f 
Voluntary Health and Welfare Organizations and in SOP 78-10, Accounting 
Principles and Reporting Practices for Certain Nonprofit Organizations. The 
SOP provides that the decision about whether to consolidate the finan­
cial statements of a reporting not-for-profit organization and those of 
one or several other entities (either not-for-profit organizations or busi­
ness entities) should be based on the relationship of the entities to each 
other. That relationship also governs the disclosures that the reporting 
organization is required to make. The guidance in the SOP focuses on 
investments in majority-owned for-profit subsidiaries and financially 
interrelated not-for-profit organizations. The SOP is effective for finan­
cial statements issued for fiscal years beginning after December 15, 
1994, except for not-for-profit organizations that have less than $5 mil­
lion in total assets, and less than $1 million in annual expenses. For 
those organizations, the effective date is for fiscal years beginning after 
December 15, 1995, with earlier application permitted. For organiza­
tions that adopt FASB Statement No. 117 before its effective date, ear­
lier application of the SOP is encouraged.
Auditors should consider whether there are entities that should be 
included in the consolidated financial statements of the reporting not- 
for-profit organization and whether the disclosures about other enti­
ties required by SOP 94-3 should be made. Auditors should read the 
bylaws and articles of incorporation of all related entities, paying par­
ticular attention to provisions concerning appointing the governing 
board, to determine how, if at all, those related entities should be re­
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ported in the financial statements of the reporting entity. If auditors are 
unable to examine the bylaws and articles of incorporation of related 
parties, they should consider whether there is a limitation on the scope 
of the audit sufficient to preclude an unqualified opinion. SAS No. 58 
discusses reporting in circumstances in which there is a scope limita­
tion. Alternatively, depending on the facts and circumstances and the 
audit risk, auditors may determine that they can obtain adequate audit 
evidence concerning the relationship of the entities based on alterna­
tive procedures, such as information obtained from management and 
legal counsel. Auditors should consider obtaining written documenta­
tion of such audit evidence and should consider including such mat­
ters in the management representation letter.
AICPA Guide Project. In April 1995, the AICPA Not-for-Profit Or­
ganizations Committee released an exposure draft of a proposed Audit 
and Accounting Guide Not-for-Profit Organizations. The New Guide has 
been approved for issuance by AcSEC and cleared by the FASB and is 
expected to be issued in July 1996. (The discussion of the New Guide in 
this Audit Risk Alert is based on the conclusions that are expected to be 
included in the New Guide when it is issued in final form.) The New 
Guide will incorporate certain provisions of FASB Statement Nos. 116 
and 117 and will be directed at not-for-profit organizations in general, 
and not at specific kinds of such organizations, such as voluntary 
health and welfare organizations or private colleges and universities.
The New Guide will supersede the following AICPA Audit and Ac­
counting Guides:
• Industry Audit Guide Audits o f Voluntary Health and Welfare Or­
ganizations
• Industry Audit Guide Audits o f Colleges and Universities
• Audit and Accounting Guide Audits of Certain Nonprofit Organiza­
tions
It also will supersede the following AICPA SOPs:
• SOP 74-8, Financial Accounting and Reporting by Colleges and Univer­
sities
• SOP 78-10, Accounting Principles and Reporting Practices for Certain 
Nonprofit Organizations
• SOP 87-2, Accounting for Joint Costs o f Informational Materials and 
Activities o f Not-for-Profit Organizations That Include a Fund-Raising 
Appeal
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• Also, it will supersede SOP 94-2, The Application of the Requirements 
of Accounting Research Bulletins, Opinions o f the Accounting Principles 
Board, and Statements and Interpretations o f the Financial Accounting 
Standards Board to Not-for-Profit Organizations, for organizations 
that are included in the scope of the New Guide.
The New Guide will provide the following, among other matters:
• If the financial statements include prior year's financial informa­
tion that does not include sufficient detail to constitute a presenta­
tion in conformity with GAAP because it does not include the 
minimum information required by FASB Statement No. 117 and 
the New Guide (for example, if the statement of activities does not 
present revenues, expenses, gains, and losses by net asset class), 
the nature of the prior-year information should be described by 
the use of appropriate titles on the face of the financial statements 
and in a note to the financial statements. The use of appropriate 
titles includes a phrase such as "with summarized financial infor­
mation for the year ended 19PY," following the title of the state­
ment or column headings that indicate the summarized nature of 
the information. Labeling the prior-year summarized financial in­
formation "for comparative purposes only" without further disclo­
sure in the notes to the financial statements would not constitute 
the use of an appropriate title.
If such summarized comparative information that does not in­
clude the minimum information required by GAAP is presented, 
certain disclosures about the nature of the information presented 
are required. If the required disclosures about the nature of that 
information are omitted or are incomplete, the auditor ordinarily 
should add a paragraph to his or her report calling the omitted or 
incomplete disclosure to the readers' attention. To reduce the like­
lihood that a reader might misinterpret such a paragraph to be a 
qualified opinion on the current period financial statements, the 
paragraph should follow the opinion paragraph and should not be 
referred to in either the scope or opinion paragraphs of the audi­
tor's report.
• Solicitations for donations that clearly include wording such as 
"information to be used for budget purposes only" or that clearly 
and explicitly allow resource providers the ability to rescind their 
indications that they will give are intentions to give rather than 
promises to give and should not be reported as contributions.
• Not-for-profit organizations may receive contributions of the use 
of electric, telephone, and other utilities and of facilities (such as a
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building or office space) in which the donor retains legal title to the 
facilities. Organizations receiving such contributions should rec­
ognize contribution revenue in the period in which the promise is 
received and expenses in the period the utilities, facilities, or long- 
lived assets are used. (Whether such contributions should be re­
ported is unaffected by whether the not-for-profit organization 
could afford to purchase the utilities or facilities at their fair value.) 
If the transaction is an unconditional promise to give for a speci­
fied number of periods, the promise should be reported as contri­
butions receivable and as restricted support that increases 
temporarily restricted net assets.
If a contribution is transferred to the ultimate recipient through an 
agent acting as an intermediary, the ultimate recipient should re­
port the contribution when sufficient verifiable evidence that the 
agent has received the promise to give or contribution becomes 
available.
Unconditional promises to give cash should be measured at fair 
value, based on the present value of their estimated future cash 
flows.
Contributions receivable are not accounts receivable that are re­
quired to be confirmed in accordance with SAS No. 67. The Confir­
mation Process (AICPA, Professional Standards, vol. 1, AU sec. 330). 
Though contributions receivable are not required to be confirmed, 
the auditor may nevertheless decide to request confirmation of 
contributions receivable. If the auditor confirms promises to give, 
he or she should follow the guidance in SAS No. 67 concerning the 
confirmation process.
For split-interest agreements, if the not-for-profit organization is 
the trustee, it should recognize the assets held under the trust at 
fair value and a liability for the present value of the expected fu­
ture cash payments to be made to other beneficiaries. Contribution 
revenue should be reported for the present value of the cash flows 
expected to be received by the organization. If the not-for-profit 
organization is not the trustee, it would be required to recognize 
contribution revenue and an asset representing its right to receive 
future cash flows.
Contributions of perpetual trusts held by third parties should be 
reported as permanently restricted support.
Contributions of inventory should be reported in the period re­
ceived and should be measured at fair value. Estimates of fair 
value may be obtained from published catalogs, vendors, inde-
32
pendent appraisals, estimated selling prices, and other sources. If 
methods such as estimates, averages, or computational approxi­
mations, such as average value per pound or subsequent sales, can 
reduce the cost of measuring the fair value of inventory, use of 
those methods is appropriate, provided the methods are applied 
consistently, and the results of applying those methods are reason­
ably expected not to be materially different from the results of a 
detailed measurement of the fair value of contributed inventory. If 
the gifts have no value, as might be the case for certain clothing 
and furniture that cannot be sold or used either internally or for 
program purposes by the not-for-profit organization, the item re­
ceived should not be recognized.
• If collection items are not capitalized, the auditor should perform 
procedures to understand the organization's controls over record­
ing accessions (including contributions) and deaccessions of col­
lection item s, controlling the collections, and periodically 
physically inspecting them. Those auditing procedures are per­
formed, in part, to provide evidence supporting the disclosures 
required by paragraph 27 of FASB Statement No. 116. They are 
also part of the auditor's work in obtaining an understanding of 
the organization's controls over collection items and contributions 
of such items. The objective of performing those procedures when 
the collection is not recognized is not to obtain evidence to cor­
roborate a recorded amount, since no amount has been recorded. 
Instead, the objective is to help the auditor understand the organi­
zation's control environment, which is a component of its internal 
control.
• FASB Statement No. 124, which is discussed on page 23 of this 
Audit Risk Alert, does not address measurement issues concern­
ing investments other than investments in equity securities with 
readily determinable fair value and all investments in debt securi­
ties. Investments not covered by FASB Statement No. 124 are re­
ferred to in the New Guide as other investments. Other investments 
include, among others, investments in real estate, mortgage notes, 
venture capital funds, partnership interests, oil and gas interests, 
and equity securities that do not have a readily determinable fair 
value. The various AICPA Industry Audit Guides, Audit and Ac­
counting Guides, and SOPs that will be superseded by the New 
Guide include guidance concerning other investments. The New 
Guide retains the measurement guidance for accounting for other 
investments included in the AICPA publications that will be su­
perseded by the New Guide, until such time as the FASB or AcSEC 
issues more definitive guidance, except as stated in the next sen­
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tence. To the extent that the guidance in the AICPA publications 
that will be superseded by the New Guide requires all investments 
to be measured using the same measurement attribute, only other 
investments, rather than all investments, will be required to be 
measured using the same measurement attribute. For example, if 
an AICPA publication that will be superseded by the New Guide 
permits investments to be carried at either cost or fair value, pro­
vided that the same attribute is used for all investments, and if 
equity securities with a readily determinable fair value are carried 
at fair value in conformity with the guidance in FASB Statement 
No. 124, other investments are permitted to be carried at either 
cost or fair value, provided that the same attribute is used for all 
other investments.
FASB Statement No. 124 provides that net appreciation on donor- 
restricted endowment funds should be reported as changes in 
unrestricted net assets unless the appreciation is temporarily or 
permanently restricted by explicit donor-imposed stipulations or 
by law. Laws concerning net appreciation of donor-restricted 
endowment funds may vary from jurisdiction to jurisdiction. 
For example, some jurisdictions follow trust law, some follow the 
Uniform Management of Institutional Funds Act (UMIFA), some 
follow modifications of UMIFA, and some follow interpretations 
of those laws issued by state attorneys general. Generally, in juris­
dictions following trust law, net appreciation is not spendable and 
therefore should be added to permanently restricted net assets. 
Accordingly, unless the donor has explicitly restricted the net ap­
preciation on an endowment fund, net appreciation subject to such 
limitations should be reported as a change in unrestricted net assets.
Also, it has generally been interpreted that, absent donor restric­
tions, net appreciation is spendable under UMIFA and therefore 
should be added to unrestricted net assets. (Legal limitations that 
require the governing board to act to appropriate net appreciation 
under a statutorily prescribed standard of ordinary business care 
and prudence do not extend donor restrictions to the net apprecia­
tion.) Auditors should obtain an understanding about these issues 
and the laws concerning net appreciation on donor-restricted en­
dowments applicable to the reporting organization. Also, auditors 
should obtain representations from management about any inter­
pretations made by the organization's governing board concern­
ing whether laws lim it the amount of net appreciation of 
donor-restricted endowments that may be spent. However, for or­
ganizations operating in jurisdictions in which there may be ques­
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tions concerning interpretations of the applicable laws or where 
there are conflicting interpretations by various legal counsel, audi­
tors should request the organization to obtain a specific opinion 
from legal counsel concerning interpretation of the legal require­
ments. SAS No. 73, Using the Work o f a Specialist (AICPA, Profes­
sional Standards, vol. 1, AU sec. 336) provides guidance concerning 
circumstances in which the auditor relies on the representations or 
work of an attorney for other than litigation, claims, and assess­
ments as addressed in SAS No. 12, Inquiry o f a Client's Lawyer Con­
cerning Litigation, Claims, and Assessments (AICPA, Professional 
Standards, vol. 1, AU sec. 337).
• Property and equipment used in exchange transactions (other than 
lease transactions), such as federal contracts, in which the resource 
provider retains legal title during the term of the arrangement 
should be capitalized by the not-for-profit organization only if it is 
probable that the organization will be permitted to keep the assets 
when the arrangement terminates. The terms of such arrange­
ments should be disclosed in notes to the financial statements.
• Revenues from exchange transactions should generally be re­
ported gross of any related expenses, rather than net of related 
expenses. If the organization regularly provides discounts (such as 
financial aid for students that is not reported as an expense, re­
duced fees for services, or free services) to certain recipients of its 
goods or services, revenues should be reported net of those dis­
counts. (Net revenue may be reported as a single line item in a 
statement of activities, or the gross revenue is permitted to be re­
ported less the related discount, provided that the discount is dis­
played immediately beneath the revenue.)
• Some not-for-profit organizations provide reductions in amounts 
charged for goods or services, such as financial aid provided by 
colleges and universities. Reductions in amounts charged for 
goods or services provided by a not-for-profit organization should 
be recognized as expenses if such reductions are given in exchange 
for goods or services provided to the organization, such as part of 
a compensation package. Amounts recognized as expenses for 
such reductions should be reported in the same functional classifi­
cation in which the cost of the goods or services provided to the 
organization are reported. If reductions in amounts charged for 
goods or services provided by a not-for-profit organization are 
given other than in exchange for services provided to the organiza­
tion, such amounts should be reported as—
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— Expenses if the organization incurs incremental expense in 
providing such goods or services
— Discounts if the organization incurs no incremental expense in 
providing such goods or services
• Fund-raising costs, including costs incurred in one period that 
may result in contributions that will be received in future periods, 
should be expensed as incurred.
• The costs of soliciting contributed services, such as volunteers, re­
gardless of whether those services are recognized as contributions 
in conformity with the provisions of paragraph 9 of FASB State­
ment No. 116, should be reported as fund-raising.
• The financial statements should disclose the total fund-raising ex­
penses.
• The financial statements should provide information about pro­
gram expenses. If the components of total program expenses are 
not evident from the details provided on the face of the statement 
of activities, for example, if cost of sales is not identified as either 
program or supporting services, the notes to the financial state­
ments should disclose total program expenses and should provide 
information about why total program expense disclosed in the 
notes does not articulate with the statement of activities. The finan­
cial statements should also provide a description of the nature of 
the organization's activities, including a description of each of its 
major classes of programs, either on the statement of activities (for 
example, using column headings) or in the notes to the financial 
statements.
• Occupying and maintaining a building is not a separate support­
ing service. Interest costs, including interest on a building's mort­
gage, should be allocated to specific programs or supporting 
services to the extent possible; interest costs that cannot be allo­
cated should be reported as part of the management and general 
function.
• Auditors should not report separately on operations if the state­
ment of activities includes an intermediate measure of operations.
In addition, the New Guide will include the following:
• A definition of a governmental entity
• Indicators to distinguish exchange transactions from contributions
• Indicators to distinguish contribution and exchange portions of 
membership dues.
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The provisions of the New Guide will be effective for financial state­
ments for periods ending on or after December 3 1 , 1996.
The period for commenting on the exposure draft has expired and 
the New Guide is expected to be issued in July 1996.
Accounting for  the Costs o f Joint Activities. In September 1993, the 
AICPA Not-for-Profit Organizations Committee released an exposure 
draft of a proposed SOP that would clarify and revise SOP 87-2. The 
proposed SOP would be applied by not-for-profit organizations and 
state and local governmental entities in determining fund-raising 
costs. It would require entities to report the costs of all materials and 
activities that include a fund-raising appeal as fund-raising costs, in­
cluding costs that are otherwise clearly identifiable with program or 
management and general functions, unless a bona fide program or 
management and general function has been conducted in conjunction 
with the appeal for funds. If a bona fide program or management and 
general function has been conducted in conjunction with an appeal for 
funds, the joint costs of those activities would be allocated. Costs that 
are clearly identifiable with fund-raising, program, or management 
and general functions would be charged to that cost objective. The pe­
riod for commenting on the exposure draft has expired and the com­
m ittee is considering the comments received. In addition, the 
committee is conducting a field test of the proposed SOP.
GASB Projects
GASB Governmental Not-for-Profit Project. In August 1995, the Gov­
ernmental Accounting Standards Board (GASB) issued GASB State­
ment No. 29, The Use o f Not-for-Profit Accounting and Financial Reporting 
Principles by Governmental Entities. This project was added to the 
GASB's technical agenda because of questions concerning whether cer­
tain governmental entities could apply not-for-profit accounting and 
financial reporting principles, especially FASB Statement Nos. 116 and 
117.
GASB Statement No. 29 provides that governmental entities that 
have been applying not-for-profit accounting and financial reporting 
principles by following AICPA SOP 78-10, Accounting Principles and 
Reporting Practices for Certain Nonprofit Organizations, or Industry Audit 
Guide Audits o f Voluntary Health and Welfare Organizations, should ap­
ply the governmental model or the AICPA not-for-profit model. The 
AICPA not-for-profit model consists of the accounting and financial 
reporting principles contained in SOP 78-10 or Audits o f Voluntary 
Health and Welfare Organizations—except for the provisions relating to 
the joint costs of informational materials and activities that include a
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fund-raising appeal—as modified by all applicable FASB pronounce­
ments issued through November 30, 1989, and as modified by most 
applicable GASB pronouncements.
The Statement also provides that proprietary activities that apply the 
provisions of paragraph 7 of GASB Statement No. 20, Accounting and 
Financial Reporting for Proprietary Funds and Other Governmental Entities 
That Use Proprietary Fund Accounting, should apply only those FASB 
Statements and Interpretations issued after November 30 , 1989 that are 
developed for business enterprises. They should not apply FASB State­
ments and Interpretations whose provisions are limited to not-for- 
profit organizations or address issues concerning primarily such 
organizations (such as FASB Statement Nos. 116 and 117).
The provisions of the Statement are generally effective for financial 
statements for periods beginning after December 1 5 , 1994; the modifi­
cations of the AICPA Not-for-Profit model for certain GASB pro­
nouncements is effective for entities that previously have not applied 
those pronouncements for periods beginning after December 1 5 , 1995, 
with earlier application encouraged.
Auditors should consider whether the organization is a governmen­
tal entity, because that will determine which accounting principles the 
organization should follow. The New Guide, which is discussed on 
page 30 of this Audit Risk Alert, will provide guidance concerning the 
definition of a government.
GASB Reporting Entity Project. In December 1994, the GASB issued 
an exposure draft of a proposed Statement, The Financial Reporting En­
tity—Affiliated Organizations, that would establish standards to deter­
mine whether an organization should be classified as an affiliated 
organization and, if so, would establish criteria to determine whether 
that affiliated organization is a component unit of a primary govern­
ment's financial reporting entity. The proposed Statement also would 
establish financial reporting guidance for those organizations that are 
governmental entities. It would apply to financial reporting by pri­
mary governments and other stand-alone governments, and to the 
separately issued financial statements of governmental component 
units as defined in GASB Statement No. 14. The GASB is expected to 
issue a final Statement in early 1997.
Nonauthoritative AICPA Audit and Accounting Literature
Continuing Professional Education Courses. The AICPA Government 
Accounting and Auditing Certificate of Educational Achievement Pro­
gram consists of the following series of continuing professional educa­
tion (CPE) courses:
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• Governmental Accounting and Financial Reporting: Issues and 
Implications (GAA1)
• Financial Audits of Governmental Entities (GAA2)
• Nonprofit Accounting: Issues and Implications (NAA1)
• Issues and Implications of Government Auditing Standards (GNP4)
On successful completion of the program, the participant is awarded a 
certificate.
In addition, the AICPA offers group-study and self-study courses. 
Group-study courses include the following:
• Accounting and Reporting for Certain Nonprofit Organizations
• Advanced Auditing of HUD-assisted Projects
• Audit Requirements of OMB Circular A-133
• Audits of HUD-assisted Projects
• Compliance Auditing
• Cost Principles for Nonprofit Organizations Under OMB Circular 
A-133
• Implementing SFAS Nos. 116 and 117 in Financial Statements of 
Nonprofit Organizations
• Nonprofit Auditing and Accounting Update
• Performing Cost Efficient Audits of Nonprofit Organizations
• Tackling Tough Tax Topics in Nonprofit Organizations
• Yellow Book: Government Auditing Standards 
Self-study courses include the following:
• Accounting for Nonprofits: Contributions and Financial State­
ments
• Accounting and Auditing for Certain Nonprofit Organizations
• Nonprofit Auditing and Accounting Update
• Audit Requirements of OMB Circular A-133
• Communicating Material Noncompliance and Material Internal 
Control Weaknesses
• Compliance Auditing
• HUD Audits: A Comprehensive Guide
• Understanding Federal Audit Policies and Procedures
39
• Working with the Revised Yellow Book on Government Auditing 
Standards
For more information about AICPA CPE courses, call the AICPA infor­
mation hotline at (800) 862-4272.
Not-for-Profit Organizations Checklists. The AICPA's Technical Publi­
cations staff has developed various publications that may be of interest 
to readers of this Audit Risk Alert. For example, an annual publication 
entitled Checklists and Illustrative Financial Statements for Not-for-Profit 
Organizations, product number 008681, is a nonauthoritative practice 
aid designed to help those preparing reports and financial statements 
of not-for-profit organizations.
Technical Practice Aids. Technical Practice Aids is an AICPA Publica­
tion that includes questions received by the AICPA's Technical Infor­
mation Service on various subjects and the service's response to those 
questions. Sections 6960 and 7300 of Technical Practice Aids include 
questions and answers specifically pertaining to not-for-profit organi­
zations. Technical Practice Aids is available both as a subscription serv­
ice and in hardback form.
Industry Conference The AICPA will hold its fourth annual Not-for- 
Profit Organizations Industry Conference on June 17 and 18, 1996 in 
Washington D.C. The conference is designed for both practitioners and 
financial executives, and to provide technical information for those de­
cision makers. For further information, call the AICPA CPE Division 
Hotline at (800) TO-AICPA.
Information Sources
Further information on matters addressed in this Audit Risk Alert is 
available through various publications and services listed in the table 
at the end of this document. Many nongovernment and some govern­
ment publications and services involve a charge or membership re­
quirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
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Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bands per second (bps), are listed data lines.
*  *  *  *
This Audit Risk Alert supersedes Not-for-Profit Organizations Indus­
try Developments — 1995.
*  *  *  *
Practitioners should also be aware of the economic, industry, 
regulatory, and professional developments described in Audit Risk 
Alert—1995/96, which may be obtained by calling the AICPA Order 
Department at the number below and asking for product no. 022180 
(audit) or 060669 (compilation and review).
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